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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these solutions appear in The Journal

of

Account

should not cause the reader to assume that they are the official
solutions of the board of examiners. They represent merely the opinions of the
editor of the Students’ Department.]
ancy

Examination

in

Accounting Theory and Practice—Part II

May 12, 1933, 1:30 P.M. to 6:30 P.M.

The candidate must answer any two of the first three questions, No. 4, and No. 5
or 6.

No. 1 (27 points):
Coal Distributors, Inc., closed its books for the fiscal year ended November
30, 1932. On March 31, 1933, it was declared bankrupt.
You are engaged by the trustee to make an investigation of the transactions
of the company between the dates specified and to render a report.
From the following data
(a) Prepare adjusted balance-sheets in columnar form.
(b) State the matters disclosed by your investigation which you would
include in your report to the trustee, giving your reasons for con
sidering them important.
The assets and liabilities, as shown by the books, were as follows:
November 30, 1932
March 31, 1933
$118,000
$140,000
Accounts payable.........................
$292,000
Accounts receivable...................... .. $260,000
7,300
7,300
Reserve for bad debts..................
1,700
2,200
Cash in bank.................................
8,600
8,600
Mineral rights...............................
38,600
48,300
Notes payable—bank...................
5,200
5,200
Office equipment...........................
2,100
2,100
Reserve for depreciation..............
15,000
19,000
Trade acceptances received.........
19,000
15,000
“
“
discounted.. .
51,000
62,000
“
“
issued............
50,000
50,000
Capital stock.................................
9,000
2,200
Surplus...........................................
$295,000 $295,000

$324,700 $324,700

In the course of your investigation the following information is obtained:
Cash in bank was applied by the depository as a partial offset to the notes.
Cheques outstanding, at the date of application, March 31, 1933, totaled
$5,300. Accounts receivable consisted of the following:
November 30, 1932
March 31, 1933
Amount Considered
Amount Considered
owing
worthless
owing
worthless
Debtor
$ 10,600
$ 17,300
$ 17,300
Ruby Coal Company........$ 10,600
63,500
22,000
58,000
24,000
Retail Coals, Inc...............
63,800
63,800
52,700
46,000
White Heat Company....
113,700
15,000
134,800
19,000
All other customers...........
18,100
18,000
Officers and employees. . .
19,500
17,400

$260,000

$111,000
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$292,000

$142,100
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In the files you find conclusive evidence that the worthlessness of the ac
counts, as indicated, was well known to the officers on or before the respective
dates.
Trade acceptances discounted were the direct obligations of Ruby Coal
Company.
Mineral rights represented the cost, in 1920, of rights to extract certain
subsurface deposits. Coal was mined on this property until about July 1,
1924, when operations were discontinued.
Trade acceptances, and accounts payable, consisted of the following:
November 30, 1932 March 31, 1933
Creditor
$ 45,000
$ 3,500
Greater Mines, Inc.........
72,500
2,300
Deep Valley Coal Co....
4,100
94,500
White Haven Mining Co.
1,300
57,000
Pocahontas & Co............
46,100
44,700
All others.........................

$169,000

$202,000

Prior to November 30, 1932, only small and intermittent purchases had been
made from White Haven Mining Company and Pocahontas & Co. Greater
Mines, Inc., and Deep Valley Coal Company refused further credit to Coal
Distributors, Inc. on or about November 30, 1932 (as evidenced by letters on
file). The liabilities to these companies were discharged largely by delivery
of train-loads of coal directly to customers of those companies (public utilities
and coaling docks), such coal being shipped from the mines of White Haven
Mining Company and Pocahontas & Co.
Solution:
(a) See following page.
The adjusting entries and working papers appearing on pages 229 and
230 are given for explanatory purposes only, and are not to be considered
as a necessary part of the solution required by the examiners.
(b) The following matters should be included in the report to the trustee:
(1) The officers’ knowledge of the insolvency of the company at November 30,
1932:
The files indicated that the officers knew of the worthlessness of the accounts
receivable amounting to some $111,000, and they knew that the reserve for bad
debts ($7,300) was insufficient. Provision for this loss, and that of the trade
acceptance of the Ruby Coal Company, plus a write-off of the mineral rights
would immediately show that the company was insolvent at November 30,
1932.
(2) The action of the company in favoring certain creditors at the expense of
others:
After the Greater Mines, Inc., and Deep Valley Coal Company had refused
further credit to Coal Distributors, Inc., the liabilities to these companies were
discharged by deliveries of coal purchased from White Haven Mining Company
and Pocahontas & Co. This action is most unusual, in that the Greater Mines,
Inc., and Deep Valley Coal Company were themselves producing companies.
It would seem that in shutting off credit on or about November 30, 1932, these
two creditors had knowledge of the insolvency of Coal Distributors, Inc., and
that they were parties in collusion in preferential transfers of assets.
(3) Extension of additional credit to Ruby Coal Company and White Heat
Company after the worthlessness of their accounts was known to the
officers:
The officers may be guilty of fraud in this connection.
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$ 15,000
15,000

Trade acceptances discounted........................................................................................................
Less: reserve for worthless trade acceptances..........................................................................

228

N ote .—No provision has been made for depreciation on office equipment since November 30, 1932.

Net deficit.................................................................................................................................

Capital deficit:
Deficit.....................................................................
Less: capital stock .............................................................................

Total current liabilities .....................................................

Liabilities and deficit
Current liabilities:
Accounts payable .............................................................................................................................
Notes payable—bank ......................................................................................................................
Trade acceptances issued ................................................................................................................
Acceptances receivable discounted................................................................................................

Net book value .........................................................................................................................

....

Mineral rights (nominal value) .........................................................................................................
Fixed assets:
Office equipment
......................................................................................................................
Less: reserve for depreciation.....................................................................................................

Net book value .........................................................................................................................

Total current assets .................................................................................................................
Officers’ and employees’ accounts .....................................................................................................
Less: reserve for loss ........................................................................................................................

$273,900
124,100

$160,599
50,000

$145,300
41,300
62,000
15,000

$ 5,200
2,100

$ 18,100
18,000

149,800

$
2,200

4,000

146,900

5,200
2,100

68,299
$158,301

$153,001

$118,299
50,000

$226,600

110,599

$263,600

$158,301

1

2,100

$153,100

$153,001

$118,000
38,600
51,000
19,000

$

17,400

$ 19,500

$

3,100

$ 19,000
15,000

$240,500
93,600

November 30, 1932

3,100

1

100

$149,800

March 31, 1933

Assets
Current assets:
Cash in bank ....................................................................................................................................
Accounts receivable.........................................................................................................................
Less: reserve for bad debts .........................................................................................................

Balance-sheets
March 31, 1933, and November 30, 1932
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8,599

Surplus............................................................................................................................................................................................
Mineral rights ........................................................................................................................................................................
To write down mineral rights to a nominal value.

(6)

15,000

103,700

$ 19,500

8,599

15,000

86,300
17,400

$19,500

November 30, 1932

Surplus............................................................................................................................................................................................
Liability on acceptances receivable discounted.................................................................................................................
To set up direct liability on acceptances of Ruby Coal Company discounted. Account receivable from latter
company is entirely worthless at both dates, and while the company has reduced its acceptances by $4,000 over the
six months, this reduction appears to have been financed by the $6,700 additional credit from Coal Distributors, Inc.

(5)

Increase............................................................................................................................................... $ 86,300 $116,800

Accounts receivable worthless.......................................................................................................... $ 93,600 $124,100
Reserve for bad debts ........................................................................................................................
7,300
7,300

Surplus.............................................................................................................................................................................................
Reserve for bad debts ...........................................................................................................................................................
Reserve for loss on officers’ and employees' accounts......................................................................................................
To increase reserve for bad debts and create reserve against officers’ and employees’ accounts: Nov. 30 Mar. 31
Total worthless accounts.................................................................................................................. $111,000 $142,100
Officers and employees......................................................................................................................
17,400
18,000

(4)

Accounts receivable...............................................................................................................................................................
To segregate former accounts.

(3)
Officers and employees..................................................................................................................................................................

Notes payable—bank ....................................................................................................................................................................
Cash in bank ..........................................................................................................................................................................
Application of bank balance by depository.

(2)

(1)
Cash in bank ..................................................................................................................................................................................
Accounts payable...................................................................................................................................................................
Checks not cleared March 31st reversed, as cash has been applied by depository against notes (2).

Coal D istributors, Inc.
Adjusting entries

$

8,599

15,000

134,800

18,100

7,000

5,300

18,100

7,000

5,300

8,599

15,000

116,800
18,000

$

March 31, 1933
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$295,000

Per
books
$260,000
2,200
8,600
5,200
19,000

(3) $ 19,500
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Reserve for loss on officers’ and employees’ accounts............
Liability on acceptances receivable discounted.......................

$295,000

$146,799

(4)
(5)

$146,799

17,400
15,000

86,300

$286,401

17,400
15,000

March 31, 1933

$322,500
(3)

$322,500

(5)
(6)

$188,799

134,800
15,000
8,599

7,000

18,100

(4)
(5)

$188,799

18,000
15,000

$312,201

18,000
15,000

41,300
2,100
15,000
62,000
50,000
160,599*

(1)
5,300 $145,300
(4) 116,800
124,100

$312,201

18,100

Per
books
Adjustments
Adjusted
$292,000
(3) $ 18,100 $273,900
1,700 (1) $ 5,300 (2)
7,000
8,600
(6)
8,599
1
5,200
5,200
15,000
15,000

$118,000 $140,000
93,600
7,300
38,600
48,300 (2)
2,100
2,100
19,000
15,000
51,000
62,000
50,000
50,000
118,299*
2,200* (4)

$286,401

19,500

Adjustments
Adjusted
(3) $ 19,500 $240,500
2,200
(6)
8,599
1
5,200
19,000

Credits
Accounts payable ......................................................................... $118,000
Reserve for bad debts ..................................................................
7,300
(4)
Notes payable—bank ..................................................................
38,600
Reserve for depreciation.............................................................
2,100
Trade acceptances discounted.........................................................
19,000
Trade acceptances issued .................................................................
51,000
Capital stock .....................................................................................
50,000
Surplus (deficit*)..........................................................................
9,000 (4) 103,700
(5) 15,000
(6)
8,599

Officers and employees................................................................

Debits
Accounts receivable.....................................................................
Cash in bank .................................................................................
Mineral rights...............................................................................
Office equipment..........................................................................
Trade acceptances received........................................................

Coal D istributors , Inc.
Working papers— November 30, 1932, and March 31, 1933
November 30, 1932
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No. 2 (27 points):
Company A is a holding company with subsidiary companies B, C, and D.
From the information submitted, prepare a statement showing the earnings
per share of all the companies applicable to that part of the common capital
stock of Company A which is held by the public.
The income and surplus accounts of the several companies, for the year
ended December 31, 1932, were as follows:

Companies
Net sales.........................................
Cost of sales...................................

B
C
D
$2,000,000 $300,000 $120,000
630,000 160,000
42,000

Gross profit....................................
Selling and delivery expenses....

$1,370,000 $140,000 $ 78,000
512,000
42,000
27,000

A

Selling profit..................................
$ 858,000 $ 98,000 $ 51,000
Administrative and general ex
$
4,400
320,000
40,000
22,000
penses ......................................

Profit from operations................

$ 4,400* $ 538,000 $ 58,000 $ 29,000

Income credits:
Dividends from affiliated com
$527,600 $
panies ..................................
Income from investments ....
Discount on purchases.............
Interest on loan to Company A

Gross income.................................

36,350
60,000 $ 2,500 $
6,200
2,600
1,800

1,000
1,800

$527,600 $ 104,350 $ 5,100 $

2,800

$523,200 $ 642,350 $ 63,100 $ 31,800

Income charges:
Discount on sales.....................
Interest paid Company B .... $
Bank interest and discount. . .
Federal tax on income for cur
rent year—estimated......
$
Net income....................................

1,800

$

24,800 $ 5,200 $
3,200

400

79,800

7,900

2,200

4,100

1,800 $ 107,800 $ 13,500 $ 6,300

$521,400 $ 534,550 $ 49,600 $ 25,500

Dividends paid:
On preferred stock.................... $ 75,000 $ 100,000
375,000
400,000 $ 40,000 $ 30,000
On common stock.....................
$450,000 $ 500,000 $ 40,000 $ 30,000

Surplus............................................ $ 71,400 $
* Loss or deficit.
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34,550 $ 9,600 $

4,500
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The capitalization of the companies is as follows:
Shares
issued

Number of shares
owned by affiliated
companies
A B

Company A:
Preferred stock..........................................
100,000
Common stock..............................................
500,000
Company B:

3,000
6,000

Common stock..............................................
50,000 49,000
Company C—common stock..........................
1,000
990
Company D—
“
“ ..........................
1,500
1,480
All dividends on preferred stocks have been paid to the latest dividend
dates at the full accumulative rates.
The unrealized intercompany profit in inventories was as follows:
December 31
1931
1932
On sales of Company C to Company B.............................. $40,000 $44,000
On sales of Company D to Company B.............................
28,000 30,000

$68,000

$74,000

It is the intention of the companies to file individual federal-income-tax
returns for the year.

Solution:
The problem does not state whether the preferred stocks of Companies A and
B are participating or non-participating. Since this point has an important
bearing upon the solution, and since court decisions may be found to support
both viewpoints, two solutions are offered to the problem.
The following statement shows the separate earnings of Companies A and B
before considering the intercompany stockholdings of those companies.
Company
A
$521,400
527,600

B
$534,550
36,350

C
$49,600

D
$25,500

Total
$1,131,050
563,950

Remainder............................................ $ 6,200
Less: increase in intercompany profit
in inventories (see note):
Earned by C ($44,000—$40,000)..
Earned by D ($30,000—$28,000)..

$498,200

$49,600

$25,500

$ 567,100

2,000

4,000
2,000

Balance................................................ $ 6,200
Take up earnings of C and D:
Minority interests:
C—1% of $49,600...................
D—1⅓% of $25,500...................
Remainder—to parent company:
C—owned by A........................
45,104
D—owned by B...........................

$498,200

$23,500

$ 561,100

340

496
340

Net income per books.........................
Less: intercompany dividends..........

Profits of A and B before considera
tion of intercompany stock
holdings................................. $ 38,904
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4,000

$45,600

496

45,104

23,160

$521,360

23,160

$ 560,264
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Notes.—It will be noticed that the intercompany profit in inventories has
been eliminated upon the basis of 100 per cent., a procedure advocated by many
accountants. Specific arguments for eliminating 100 per cent. of the inter
company profits in this case are:

1. The minority interest is small.
2. This is a minor point in this problem.
3. The computation of minority interest in the profit on sales of Company D
to Company B is complicated by the inter-holdings of A and B stock,
and will vary according to the assumption as to participation of the pre
ferred stock; as a result exact computation would require more time
than the importance of the point would justify.
Also note that there is no way of ascertaining the accuracy of the federal
income tax provisions for the current year, stated to be estimated.
It will be noticed that Company A holds stock of Company B and that Com
pany B in turn holds stock in Company A. Furthermore, both companies have
preferred and common stocks, and the percentages of ownership vary for the
two classes of stock in each case. It will be necessary, therefore, to consider
these factors in determining the earnings.
In the following equations, “a” and “b” represent the profits available for
the equity stockholders of Companies A and B, respectively.
(I)

Preferred stocks are non-participating:

Profits, as above......................................................
Applicable to preferred stocks:
Company A (3% owned by B)........................
Company B (96% owned by A)......................

Profits available for common stock.......................

A
$38,904.00

B
$521,360.00

75,000.00
96,000.00

2,250.00
100,000.00

$59,904.00

$423,610.00

Adjustment for intercompany stockholdings:
A owns 49,000 of B’s 50,000 common shares, or 98%
B owns 6,000 of A’s 500,000 common shares, or 1.2%
a=$ 59,904.00+.98b
b=$423,610.00+.012a
= $423,610.00+.012 ($59,904.00+.98b)
= $423,610.00+$718.85+.01176b
.98824 b= $424,328.85
b= $429,378.34
Then a=$ 59,904.00+.98 ($429,378.34)
= $ 59,904.00+$420,790.77
= $480,694.77

Profit per share of A common stock= $480,694.77÷500,000, or $ .9614
Proof: Total profits applicable to outside stock should equal $38,904.+
$521,360., or $560,264.
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Outside stock of Company A:
Preferred ($75,000 -$2,250)................................................
Common, 494,000 shares, or ,988a.....................................
Outside stock of Company B:
Preferred ($100,000 -$96,000)............................................
Common, 1,000 shares, or .02b...........................................

$ 72,750.00
474,926.43

Total profit, as above...............................................................

$560,264.00

4,000.00
8,587.57

(II) Preferred stocks are participating:

It is necessary to make a further assumption as to the basis of participation.
The normal assumption, equal participation, is precluded by the amounts of
dividends paid by Company B, and the statement in the problem that full
dividends have been paid on preferred stocks.
It does not seem logical to make different assumptions with respect to the
two companies, and this precludes interpretation of the dividend record for
the year as indicating that Company A preferred was participating, and that
Company B preferred was non-participating:

Company A:
Preferred.......... ........................................
Common...................................................
Company B:
Preferred..................................................
Common...................................................

Dividends

Shares

Dividends
per share

$ 75,000
375,000

100,000
500,000

$ .75
.75

100,000
400,000

25,000
50,000

4.00
8.00

Many assumptions are possible, but the most plausible appears to be that
full dividends up to the point of participation have been paid, and that further
profits are distributed equally to all stockholders.
Because of the difficulty of arriving at a correct basis of participation, the
first solution presented appears to be preferable, and the following solution is
given mainly to show the difference in calculation:
(IIa) Preferred stocks are fully participating after dividends have been paid
on both classes of stock at the 1932 rates:
In effect, then, Company A preferred and common stocks share total profits
equally, and Company B common receives an extra $4 per share, or $200,000,
the remainder being divided equally. (In the case of Company B this is
true only when total profits exceed the $4 and $8 dividend requirements—
$500,000.)
B
A
$ 38,904.00 $521,360.00
Profits, as above...................................................
Adjustment for $4 per share to B common
before equal participation...........................
196,000.00
200,000.00

Profits for equal participation............................
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Adjustment for intercompany stockholdings:
A owns 73,000 of B’s 75,000 total shares, or 97.33%
B owns 9,000 of A’s 600,000 total shares, or 1.5%
a= $234,904.00+. 9733b
b= $321,360.00+.015a
.015 a=
b—$321,360.00
.015 a= .0146b+
3,523.56 (from 1)

0 = .9854b —$324,883.56 (subtracting)
.9854 b= $324,883.56
b= $329,697.14
Then a= $234,904.00+.9733 ($329,697.14)
= $234,904.00+$320,905.22
= $555,809.22
Profit per share of A stock (preferred and common alike) = $555,809.22 ÷
600,000, or $ .9263.
Proof:
Outside stock of Company A, 591,000 shares, or 98.5%,
earned .985a.......................................................................
$547,472.08
Outside stock of Company B:
Common, extra $4.00 per share, 1,000 shares. . ...............
4,000.00
Both classes, equal participation, 2,000 shares, or 2.67%,
earned .0267b.................................................................
8,791.92

Total profit, as above................................................................

235

$560,264.00

